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Honorable Preston Smith Opinion No. C-793

Lieutenant Governor

State of Texas

Austin, Texas Re: Eligibility of FHA
insured flrst lien
mortgages as invest-
ments for the Per-
manent Unlversity
Fund of the University
of Texas, and the autho:

A AP Flhha RAacwmd A Ra_
Loy WA LIAC dAaJal'ul WUl U g

gents of the University
of Texas, the State
Board of Education, the
State Board of Trustees
of the Employees Re-
tirement System and the
State Board of Trustees
of the Teacher Retire-
ment System to contract
for the servicing of
FHA insured first lien
Dear Governor Smith: mortgage investments.

You have requested reconsideration of Attorney General's
Opinion No. WW-484 (August 5, 1958), hereinafter referred to
as WW-484, 1In that opinion, the Attorney General said the
Permanent University Fund could not enter into contracts for
servicing mortgages insured by the Federal Housing Administra-
tion (FHA) because:

"The first lien real estate mortgage
securities inquired about are not guaranteed
in whole as required by Sectlon lla of Article
VII of the Constitutlon of Texas and are not
eligible as an Investment of the Permanent
University Fund of the University of Texas.'
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Honorable Preston Smith, page 2 (C-793 )

Your request points to changes 1n the statutes and
regulations pertaining to FHA insured mortgages 8ince WW-48L
was rendered and closes with two questions fthat will be an-
swered in order.

"(1)}) ARE FHA INSURED FIRST LIEN REAL
ESTATE MORTGAGES NOW RLIGLBLE AS AN INVESTMENT
T'OR THE PERMANENT U T D E -
VERSITY OF TEXAS:T

WW-484 was 1limited to those mortgages insured by the
FHA under Section 203 of the National Housing Act (12 U.S.C.
Sec, 1709), as amended, herelnafter referred to as the Act;
this opinion 1is also so llmited. The basic question recited
in WW-484 was whether or not such mortgages were "guaran-
teed . . . in whole" as required by Section 1lla of Article
VII of the Constitutlon of Texas, the pertinent part of
which provides that:

"/T /he Permanent University Fund may
be invested in first lien real estate mortgage
securlties guaranteed in any manner in whnle
by the United States Government or any agency
thereof . . . . In making each and all of such
investments sald Board of Regents shall exer-
cise the judgment and care under the circum-
stances then prevailing which men of ordinary
prudence, discretion and intelllgence exercise
in the management of thelr own affalrs not 1n
regard to speculation but 1n regard to the
permanent disposition of thelr funds, consider-
Ing the probable income therefrcm as well as
the probable safety: of thelr capital . . .
This amendment shall be self-enacting . . . ."

After consideratlion of the statutes and regulatlons
in effect on August 5, 1958, the Attorney General concluded
in WW-484 that the FHA insurance was not sufflecient to
render the mortgages "guaranteed . . . in whole' for the
beneflt of the Permanent Unlversity Iund.

The Attorney General has always recognlzed the general
effect of Sectlion 1lla, Article VII of the Constitution of
Texas., In Attorney General's Opinlon No. MS-263 (December
31, 1956), it was stated:
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"A conslderation of the provisions of -
Article 7, Sections 10, 11, 11(a), 12 and
15 of the Constitution of Texas, shows quite
clearly that the only change in our Consti-
tution affected by the adoption of Article
7, Sectlon 11(a) was to increase the permis-
slve Investments of the Permanent University
Fund. The sole purpcse of the endowment or
non-expenidable fund is to produce revenue to
maintain the instltutlon endowed, and the
new provision of the Constitutlon is merely
to ald in the procurement of that objective
by the broadening of the investment port-
folio."

This statement was Prelterated in Attorney General's Opinion
No, WW-69 (March 18, 1957).

After careful conslderation of amendments to the Act
and the regulations promulgated Thereunder, thils office
consents to reccnsider the. concluslon in WW-484 that FHA
insured first lien mortgages are not eliglble investments
for the Permanent Unlversity Fund. The Act has been changed
many times; therefore, for convenience all eciltatlons wlll be
to the provisicns of the Act as found in Title 12, U.S.C.,
Sections 1701 et. seq.

In WW-48L4, portions of Section 204 of the Act (12 U.S.C.
Sec, 1710) were quoted in order to outline the procedure re-
quired when a mortgage has been foreclosed, Those portions
will again be guoted wlth the relevant changes thereto em-
phaslzed:

"(a) In any case 1n which the mortgagee
under a mertgage Insured under section 1709
of this title /Sectlon 203 of the Act_/shall have
foreclosed and taken possession of the mortgaged
property in accordance with regulations of,
and within a perlod to bte determined by, the
Commissicner or shall; with the consent of the
Commissioner, have otherwise acquired such
property from the mortgagor after default, the
mortgagee shall be entltled to receive the
beneflt of the insurance as herelnafter pro-
vided, upon (1) the prompt conveyance to the
Commissioner cof title to the property which
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meets the requirements of rules and regulations
of the Commissioner in force at the time the
mortgage was Insured, and whlch ls evldenced
in the manner prescribed by such rules and
regulations, and (2) the assignment to him of
all claims of the mortgagee agalnst the mort-
gagor or others, arising out of the mortgage
transaction or foreclosure proceedings, except
such claims as may have been released with

the consent of the Commissioner. Upon such
conveyance and assignment . . . the Commissioner
shall, subJect to the cash adjJustment hereln-
after provided, lssue to the mortgagee deben-
tures having a total face value equal to the
value of the mortgage and {(subject to sub-
section (e) (2) of this section) a certifi-
cate of claim, as herelnafter provided. For
the purposes of thls subsectlon, the value of
the mortgage shall be determined, in accord-
ance with rules and regulatlons prescribed

by the Commlssioner, by adding to the amount
of the origlnal principal obligation of the
mortgage which was unpald on the date of the
institution of foreclosure proceedings, or on
the date of the acquisltion of the property
after default other than by foreclosure the
amount of all payments whlch have been made

by the mortgagee for taxes, ground rents, and
water rates, which are liens prior to the mort-
gage, speclal assessments which are noted on
the application for Insurance or whlch become
liens after the insurance of the mortgage,
charges for the administration, operation,
maintenance and repalr of community-owned
property or the maintenance and repair of

the mortgaged property, the oblligatlon for
which arigses out of a covenant filed for
record and approved by the Commissioner prlor
to the insurance of the mortgage, insurance
on the mortgaged property, and any mortgage
insurance premiums, and any tax imposed by

the United States upoen any deed or other
instrument by which sald property was acqulred
by the mortgagee and transferred or conveyeqd
to the Commissioner and by deducting from

such total amount any amount recelved on
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account of the mortgage after elther of such
dates, and any amount received as rent or

other income from the property, less reason-
able expenses incurred in handling the pro-
perty, after either of such dates ., . . .

And provided further, That with respect to
mortgages whilch are accepted for insurance
under Sectlon 203(b) (2) (D) or under the
second proviso of section 1713 (c¢) {2) of this
title, or under sectlon 1715e of this title,

or wlth respect to any mortgage accepted for
Insurance under section 1709 of this title on
or after August 2, 1954, there may be included
in the debentures issued by the Commissioner

on account of the cost of foreclosure (or of
acquiring the property by other means) actually
pald by the mortgagee and approved by the
Commissioner an amount, not in excess of two-
thirds of such cost or $75 whichever is the
greater: And provided further, That with res-
pect to a mortgage accepted for insurance pur-
suant to a commltment lissued on or after Sep-
tember 2, 1964, the Commissioner may include

in debentures or In the cash payment an amount
not tc exceed the foreclosure, acquisitlion, and
conveyance cc8ts actually pald by the mortgagee
and approved by fthe Commissioner . . . And pro-
vided furthar, That where the claim 1s pald 1in
casi _fhere shall te included In the cash pay-
ment an amount eqguivalent to the compensation
for loss of debenture interest that would be
included in computing debentures 1if sucn ciaim
were beling paid in debentures ., . . .7 12 U,S.C.,
Section 1710(a) (Fmphasis added).

In 1958, a mcrtgagee who foreclosed and took possesslion
of the mortgaged property upon the mortgagor's default had
the right to recelve payment of FHA insurance in the com-
bination of (1) FHA debantures, {2) cash up to $50 and (3)

a certificate of claim. As demonstrated by the changes in
the Act and discussed 1n greater detail, infra, the form
of paymerit of FHA insurance has changed considerably,

In WW-484, Section 204{e) of the Act (12 U.S.C. Sec.

1710(e)), which defines a certificate of elaim, was used
as evidence that the %total face value of the debentures
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plus the cash adjustment could possibly be insufficient to
make a mortgagee (the Permanent University Fund) whole when
a mortgage was foreclosed. That provision now reads:

"(e) (1) Subject to paragraph (2), the
certificate of claim issued by the Commissloner
to any mortgagee shall be for an amount which
the Commissioner determines to be sufficient,
when added to the face value of the debentures
issued and the cash adjustment paid to the mort-
gagee, to equal the amount which the mortgagee
would have received 1if, at the time of the con-
veyance to the Commissioner of the property covered
by the mortgage, the mortgagor had redeemed the pro-
perty and paid in full all obligations under the
mortgage and a reasonable amount for necessary
expenses Incurred by the mortgagee 1n connection
with the foreclosure proceedings, or the acqulsi-
tion of the mortgaged property otherwlse, and the
conveyance thereof to the Commissioner. Each such
certificate of claim shall provide that there
shall accrue to the holder of such certificate with
reagpect to the face amount of such certificate,
an increment at the rate of 3 per centum per annum
which shall not be compounded, The amount fo which
the holder of any such certificate shall be en- '
titled shall be determined as provided in subsectlion
(f) of this section.

(2) A certificate of claim shall not be issued
and the provisions of paragraph (1) of this sub-
section shall not be applicable in the case of a
mortgage accepted for insurance pursuant fto a com-
mitment issued on or after September 2, 1964,7
{Emphasis added).

Further, the FHA regulations provlide:
J
"If the mortgage was accepted for insurance

pursuant to a commitment issued on or after Sep-
tember 2, 1064, no certificate of clalm shall be
issued," 24 C,F.R., Section 203.415(b). See also
letter from FHA Commlssioner to all approved mortgagees
dated September 2, 1964 (64-10).
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In WW-484 the protection afforded the Permanent
University Fund by the FHA in the event of default by
the mortgagor and foreclosure by the mortgagee was
examined. Today, the payment of insurance beneflits 1s
somewhat different. Flrst, the Act provides:

"Notwithstanding any other provisions of
this chapter wlth respect to the payment of
Insurance benefitg, the Commissioner 1g autho-
rized; in hils discretion, to pay in cash or in
debentures sny Iinsurance clalm or part thereof
which is pald on or after August 10, 1965, on
a mortgage or a loan which was insured under
any section of this chapter elther hefore or
after such date., If payment is made in cash,
1t shall be in an amount equivalent to the face
amount of the debentures that would otherwlse
be issued plus an amount equivalent to the
interest which the debentures would have earned,
computed to a date to be established pursuant
to regulations issued by the Commissioner."

12 U.S.C., Section 1735d4{(a).

Further, the regulations provide:

"If the application for insurance bene-
fits 18 acceptable to the Commissioner, pay-
mer:t of the lnsurance ¢laim wlll be made 1n
cash, 1n debentures or 1n a combination of
both, as determined by the Commlssicner at
the time of the payment." 24 C,F.,R., Section
203.400,

The present policy of the FHA 1s found in a letter from
the Commissioner to all approved mortgagees dated August
10, 1965 (65-9) that says on pages 5 - 63

"FHA i1s now authorized to settle all
mortgage insurance clalms in cash or deben-
tures at the opticn of FHA, All claims re-
ceived on and after September 1, 1965, will
be pald in cash, unless the mortgagee sSpecl-
fically remguests delkentures when the claim 1s
filed., A Q0% partial settlement will be made
wlthin 5 days after the clalm 1s received. The
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final settlement wlll be made after receipt
of fiscal data and title requilirements. The
partial and final settlement will include an
interest allowance, comparable to the deben-
ture rate, on the amount of the settlement.
No cash remittances are to be made to FHA
covering escrow deposlits, undisbursed mort-
gage proceeds, ete., These amounts will be
retained by the mortgagee and offset In the
claim settlement.

The formula for determining the amount of payment the FHA
wlll make is found in 24 C,F.R,, Sections 203.401-203.404L,

Should the mortgagee elect to accept debentures, the
debentures are ". . . fully and unconditionally guarénteed
as to principal and interest by the United States . . .

12 U.3,C,, Section 1710(d). (Emphasis added). The interest
rate on‘debentures 1s establlished by the method set out 1in
12 U,5.C., Section 17150 and the regulations provide that:

"Debentures shall bear interest from
the date of issue, payable semiannually on
the first day of January and the first day
of July of each year at the rate 1n effect
as of the date the commitment was lssued,
or ag of the date the mortgage was endorsed
for insurance, which ever rate 1s the higher
Z“on or after July 1, 1966, the effective
rate is 4 5/8% /7." 24 C.F.R., Section 203.L05.

Debentures mature twentﬁ years from the date of 1ssuance.
24 C.F.R,, Section 203.406

The mortgagee now has the optlon of (1) obtaining
a cash payment of benefits. or (2) requesting debentures
that are guaranteed by the Unlted States., Even if the FHA
Commissioner's policy should change the mortgagee would be
paid 1In a comblnation of cash and debentures; the certifl-
cates of c¢lalm have been zbollished by Congress. FHA in-
sured flrst llen mortgages, therefore, meet the constitutional
standard and are now eligible Investments for the Permanent
University Fund. The mortgagee's option is to be exercised,
of course, by the Board of Regents under the prudent investor
standard set out in Section lla, Article VII of the Constitu-
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ticn of Texas. The answer to your first gquestlion 1s,
therefore, affirmative,

"(2) DO _THE UNIVERSITY OF TEXAS, THE
FREE PUBLIC SCHOOL HUNDp JHE STATE EMPLOYERS!
RETIREMENT DYoTEM, AND 115 TEACHERS ' RETLRE-
TENT OYOTEM BAVE THE AULTHORLTY TO CONTRACT
WITH CORRESPONDENTS 1IN VARLOUS SECTIONS OF
TEAAS FOR THE SERVICING OF FHA FLRoT LIEN
MORTGAGE LOANS IN ACCORDANCE WITH THE ATTACHED
TMODEL SALES AND SBRVICING AQREBNMLENT' WHLCH
WAE DRAFTED EY THE MOKTGAGE PANKERS ASSOCIA-
TION OF AMERLICAZ "

We have held, supra, that the Permanent Unlversity
Fund 1s authorized to invest Iin FHA insured first llen
mortgages. The following Funds can also be invested 1n
FHA insured first llien mortgages:

(1) Permanent School Fund. Artilcle VII, Section
I of the Constitution of Texas and Article 2669(d),

¥.C.S,

(2) State Retirement, Disabllity and Death
Compensation Fund, Article XVI, Sectlon 62(a) of
The Constitution of Texas and Article 6228a, Section
TA, V.C.S.

(3) State Teacher Retirement Fund. Article III,
Sactions 18a and USb of the Constitution of Texas and
Article 2922-1, Section 13(1), V.C.S,

The authority of the Board of Regents of the University
of Texas, the State Board of Education, the State Board of
Trugtees of the Employees Retlrement System and the State
Board of Trustees of the Teacher Retirement System of Texas
(the agencies charged with administration and control of
each Pund) to contract lor servicing of mortgages 1s not ex-
pressly provided by statute. There 1s, however, no statutory
prohibition.

In Attornev Generalfs Ooninion No. WW-69, supra, it was
sald wilth reference to a proposed procedure for the purchase
and sale of corporate securities for the Permanent Univer-
sity Pund:
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"Article VII, Section 11(a), by its own .
terms, is self-enactlng and the absolutely
essential powers to carry the program 1nto
effect are necessarily conferred upon the
Board of Regents by implication, The pay-
ment of such required commissions, fees and
taxes, before the delivery of the securities
to the Permanent Unlversity Fund at the State
Treasury, are costs of acqulrling the securities
and must be pald from the Permanent University
Fund. This is the ordinary and customary busi-
ness and accounting practlice and the constitu-
tlonal provision infers that the customary busi-
ness procedures will be followed. (Imphasis
added), See IFirst National Bank v, Port Arthur,
35 S.W.2d 258 (Tex. Civ. App. 1931, n.w.h.).

3ince 1t 1s the customary business and accounting practice
for institutlonal mortgage investors to contract with
mortgage bankersg for servicing of thelr investments, we
find that the above named agencles may so contract.

Each Fund has been created pursuant to separate con-
stitutlonal and statutory provisions. ZEach Fund has a
separate set of statutes relating to 1ts accounting aspects,
Each controlling agency has a certain degree of discretion
as to the investment of each Fund. See Attorney Qeneral's
Opinion No. C-704 (June 7, 1966). Therefore, this office
does not deem it appropriate to approve any single contract
form for use by all agencies. We recommend that future ser-
vicing contracts be submitted to this offlece for approval
pricr to execution.

In answer to your second question, it is our opinion
that the Board of Regents of the Unlversity of Texas, the
State Board of Eduzation, the State Board of Trustees of
the Employees Retlrement System and the State Board of
Trustees of the Teacher Retlrement System have the author-
ity to contra«t wlith correspondents in various sections
of Texas for the servicing of FHA insured first lien mort-
gage loans,
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SUMMARY
FHA insured first lien mortgages
are ellgible investments for the Per-
manent Unlversity Fund of the Uhiversity
of Texas.

The Board of Regents of the Unlversity
of Texas, the State Board of Educatlon, the
State Board of Trustees of the Employees Re-
tirement System and the State Board of Trustees
of the Teacher Retirement System have the author-
ity to contract for the servicing of FHA in-
sured first lien mortgages; however, we recom-
mend that future servicling contracts be submitfed
to this office for approval prior to executlon,

Respectfully submitted,

WAGGONER CARR
Attorney General of Texas

As istant Attorney General
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